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Q8 Mr. Andrews, the testimony &t the previous
neerlng was with respect to the cosl cleuse, both in

the contraet under which Kentucky znd ¥West Virginlas
Power Coupany purchases {rom Appaslachian Electric
Pover Company its power requiremente snd algo wiih

respect te coal clauses of Kentucky snd Vest Virginl:

Power Company and 1ts sales to 1te industrlsl con-

¥ill you explein to the Comaisslon, or rather

summarize for the Commission the ferms of cperatioun,

22

irst, of the cosl cleuge in the contract between

Kemtucky and Vest Virginis Power Company and épp la-
chian Electric Power Company under which,ﬁentmcky
and West VYirginis Power Compsny purchases iis power

requirements.

THE CHATRMANGS The purchase contracets and the

sale contracts.

THE WITNEEBS!: ,
A There are coal clauses in the purchase con-
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trzct and in the sales
coal contract takes into congideration the three
lsrgest and most eificie@t plante ol the

The coal clause does not conmsider the

! smaller ond less efficient plants, but the coal

and there-

clause 1s based on the most efficient
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fore the cdlenlatsd chargé per kilowatthour basged

13
;,4

on the three most effictent piants, i the lowest
posslbie cost.

?ﬁé‘séme three plants arve vconsidered in the
Kentuc zy3”:bcn£rasts for sales to its customers, o
velght s gi¥en 6 the Hazard plant of the Kentueky
and West Virginis Pover Company, which is e relative
ly ineffiélent plant compared to the three major

plants of the Appalachisn Flecviric Power Cowpany.

slong, we would
have to have higher chevges per kilown¥ti-hour becaus
thisg piﬁﬁﬁ bhrng mora 6wl

‘Wow, thesé thitbe plentd of the Appslachian

Elc*%rig Vuwﬂr ?Gmnany, Nhiuh wre locvated at Logsn,

=

jest Vipg inia Glefin Lynn and Cabin Creek, have an

Werag& <

so that having hoth purchase and sales contracts
based on theue three most efficlent plan*s i
vantagsous both to ithe Kentppkg,agd Hﬁrﬁ /1 &iaiu,
Power Compangy and tg the cuspomers of the K@qfﬂt&v

d .West Virginla Power Compeny.

Hr, Andrevs, vhen you. say it i¢ “wdvantaﬂbousr
Re b, elehoJu .

cam. you mwake it clear for us? For ins tenee, if the

Hazard.end.less effiecient plangs Hers -rclud@a in ths

coal«qlausg, then. the Kentucky aad Vest fivg nia

Power Company would pay, 2 higher prkte fc* 5t3 cur-
rent than it does under. 1ts pf?m?ﬂb cent*a t?

1s right,
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BEFORE THE PUBLIC SERVICE COMMISSION OF KENTUCKY

34 Meeting of the Fublic Service Commission was held on this
date, Present for the Commission: Chairman Robert M, Coleman
and Commissioners Cass R, walden and H. Clay Kauffman.

¥ % o XK o¥ %
In the Matter of:
THE APFLICATION CF KENTUCKY & ~E3T )
VIRGINIA POJER COMFPANY, INCORFORATED, )
)
)

FOR AN ADJUSTMENT OF INDUSTRIAL #LEC-
TRIC RaT&3.

JRDER APFROVING HATES

On March 1, 1949, Kentucky & west Virginia Fower Company,
Incorporated, (hereinafter called "rower Company"), filed with
the Public Service Commission a notice, whereby it pgroposed tc
increase its retes for industrial power within the 3tate of
Kentucky in the amount of approximately 306,000 per annum, said
rates to become effective for service rendered on .and after March
21, 1949.

The notice further set out in support thereof that
materials, labor andé other operating costs have increased sub-
stantially and to render adequate service, large investments in
nevw facilities have been made and further large investments are now
necessary. Further, the schedule of rates now in effect is not
sufficient tc meet these increased costs and allow the Company to
attract the needed capitai,

The Commission being unable to pass upon the matter
until a hearing could be had and a determination made as to whether
the proposed rates were reasonable, by appropriate Order dated
March 16, 194¢, suspended the proposed rates for a period of not
more than 120 days'! from and after tlarch 21, 1949, said suspension
being extended an additicnal 120 days’ by the Commission's Order
of July 18, 1949. Notwithstanding the suspension, the Company, as

provided by law, put said rates into effect by the posting of a



bond in the aggregate of $210,000,

4t a hearing held therecn on April 12, 194%, in the
offices of the Fublic Service Commission in Frankfort, Kentucky,
the Company introduced testimony, exhibits and other evidence in
support of said notice., There also appeared certain protestants
to the proposed increase, and cross-examination of the Company's
witnesses by both the protestants and the Commission's staff was
concluded on May 10, 1945G.

The Commission after consideration of the testimony, ex-
hibits and other evidence of record and being advised, is of the
opinion and finds:

That the proposed rates sought herein and appli-

cable to industrial power within the 3tate of Kentucky

are not unreasonable and will not rroduce an excessive

return ugon the Company's properties devoted to the
public use.

IT 15, THEREFORE, ORDERED that the troposed rate schedules
as setout in Fower Company's notice of March 1, 1949 be, and the
same are approved as the legal rate for such service within the
State of Kentucky, said schedules being more specificalliy setout
as follows:

ist Revision of OQriginal Sheet lie. 741 - Tariff C.L.E.

1st Hevision of Original Sheet Mo. 742 - Tariff C.L.E.

1st Revision of Original Sheet fic. 16al - Tariff C.F.

2nd Revision of, Original Sheet No. 1642 - Tariff G.r.

1st Revision of Criginal Sheet do. 1&CL - Tariff C.F.O.

2nd Revision of Original Sheet Ho. 16C2 ~ Tariff C.F.O.

2nd Revision of Original Sheet No, 174 - Tariff L.b.

2rd Revision of Original Sheet HNo. 1841 - Tariff I.r.

4th Revision of Original Sheet No. 20A1 - Tariff L.F.O.

ist Kevisicn of Original Sheet No. 214 - Tariff L.C.F.

IT IS FURTHER ORDERZD that the rate schedules approved
herein be, and the same are to become effective for service render-
ed on and after March 2L, 1945,

IT I3 FURTHER OHDERED that the indemnifying bond filed

herein be, and it is hereby cancellied, and the Company be and it

is hereby released from any and all liability thereon.
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v POWER COMPANY Original Sheet No. 11-2

KENTUCK
No. 1 for Applicability) P.S.C.Ky. No. 2

(See Sheet

TARIFF I. P. (Continued)

(Industrial Power)

(High Tension Transmission)

DELIVERY VOLTAGE.

The customer shall own, operate and maintain all necessary substations and appurtenances thereto
for receiving and purchasing all electric energy at transmission voltage of 34,500 volts or over as specified
by company. The company will, however, instali, own, operate and maintain high-tension oil switch at
point of delivery and necessary metering equipment.

FUEL CLAUSE.

This rate is based upon the weighted average cost of fuel of Kentucky Power Company's power
supplier.

If during any monthly period such average cost is above 18.0 cents per 1,000,000 BTU by at least
.5 cent, an additional charge during the second month thereafter will be made on the actual kwhrs used
during the said second month at the rate of .00525 cent per kwhr for each full .5 cent increase in the cost
of fuel above 18.0 cents per 1,000,000 BTU.

If during any monthly period such average cost is less than 18.0 cents per 1,000,000 BTU by at least
.5 cent, the bill rendered to the customer for the second succeeding month shall be decreased by an amount
equal to the actual kwhrs used during said second month multiplied by 00525 cent per kwhr for each full
.5 cent decrease in the cost of fuel below 18.0 cents per 1,000,000 BTU.

TERM OF CONTRACT.

Contracts under this tariff will be made for a term of years taking into consideration the size of the load,
the location of the load, and the amount of facilities to be furnished by the company in serving the load,
but contracts will not be made for initial periods of less than 3 years with self-renewal provisions for suc-
cessive periods of not less than 2 years each. Contracts may be cancelled by either party at the end of
Initial or renewal periods on 12 months’ prior written notice to the other party.

: SPECIAL TERMS AND CONDITIONS.

Se§ Shegts No. 2, 3, 4 and S for Terms and Conditions of Service.
This tariff is also available to customers having other sources of energy supply.

Issued by
F. M. Baxer, Vice President and General Manager
Ashland, Kentucky

Sued A
tgust 15, 1959 Effective for service rendered
on and after October 1, 1959
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COMMONWEALTH OF KENTUCKY

PUBLIC SERVICE COMMISSION
730 SCHENKEL LANE
POST OFFICE BOX 615
FRANKFORT, KY. 40602
(502) 564-3940

September 4, 1986

TO: ATTACHED SERVICE LIST

Re: Adm. Case No. 309
Fuel Adjustment Clause

Dear Ladies and Gentlemen:
We enclose one attested copy of the Commission's Order in

the above case.

Very truly yours,

Forest M,
Executive Director

FMS/cbg

Enclosure



SERVICE LIST - ADMINISTRATIVE CASE NO. 309

Mr. Leigh A. Jones
Berea College Electric
CPO Box 2346

Berea, Kentucky 40404

Mr. Robert E. Matthews
Kentucky Power Company
P. O. Box 1428

Ashland, Kentucky 41101

Mr. Robert M. Hewett
Kentucky Utilities Company
One Quality Street
Lexington, Kentucky 40507

Mr. Robert L. Royer
Louisville Gas & Electric
P. O. Box 32010
Louisville, KY 40232-2010

Mr. William H. Dickhoner
Union Light, Heat & Power
P. O. Box 960

Cincinnati, Ohio 45202

Mr. William Thorpe

Big Rivers Electric Corp.
P. O. Box 24

Henderson, Kentucky 42420

Mr. Don M. Combs

Big Sandy RECC

P. O. Box 1746
Paintsville, KY 41240

Mr. Jack S. Taylor

Blue Grass RECC

Drawer D

Nicholasville, KY 40356

Mr. Elmer D. Johnson

Clark RECC

P. O. Box 748

Winchester, Kentucky 40391

Mr. Ted Hampton
Cumberland Valley RECC
Gray, Kentucky 40734

Mr. Donald R. Norris

East Kentucky Power

P. 0. Box 707

Winchester, Kentucky 40391

Mr. J. B. Galloway
Farmers RECC

P. O. Box 298

Glasgow, Kentucky 42141

Mr. Huston Delaney
Fleming-Mason RECC

P. O. Drawer 328
Flemingsburg, KY 41041

Mr. Bob Kincer

Fox Creek RECC

P. 0. Box 150
Lawrenceburg, KY 40342

Mr. Harold A. Haight
Grayson RECC

109 Bagby Park

Grayson, Kentucky 41143

Mr. Dean Stanley

Green River Electric

P. O. Box 1389

Owensboro, Kentucky 42302

Mr. Ernest Skinner
Harrison County RECC

P. 0. Box 130

Cynthiana, Kentucky 41031

Mr. John F. West
Henderson-Union RECC
P. O. Box 18
Henderson, KY 42420

Mr. Charles W. Foley
Inter-County RECC

P. 0. Box 87

Danville, Kentucky 40422

Mr. Lee Roy Cole
Jackson County RECC
P. 0. Box 307

McKee, Kentucky 40447

Mr. David Stiles, Jr.
Jackson Purchase ECC
P. O. Box 3188
Paducah, KY 42002-3188



Mr. Bill Duncan

Licking Valley RECC

P. O. Box 605

West Liberty, KY 41472

Mr. Beavin F. Thornsberry
Meade County RECC

P. O. Box 367
Brandenburg, KY 40108

Mr. Jack H. Kargle
Nolin RECC

612 East Dixie Ave.
Elizabethtown, KY 42701

Mr. Frank Downing

Owen County RECC

510 Georgetown Road
Owenton, Kentucky 40359

Mr. Kenneth Hazelwood
Salt River RECC

P. O. Box 609
Bardstown, KY 40004

Mr. Thomas Barker, Jr.
Shelby RECC

P. 0. Box 309
Shelbyville, KY 40065

Mr. Keith Sloan
South Kentucky RECC
P. O. Box 910
Somerset, KY 42501

Mr. Barry L. Myers

Taylor County RECC

P. O. Box 100
Campbellsville, KY 42718

Honorable Pamela Johnson
Assistant Attorney General
Utility & Rate Intervention
209 St. Clair Street
Frankfort, Kentucky 40601



COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

AN INVESTIGATION OF THE
FUEL ADJUSTMENT CLAUSE
REGULATION 807 KAR 5:056

—

ADMINISTRATIVE
) CASE NO. 309

—

On August 25, 1977, the Public Service Commission initiated
proceedings in Case No. 6877, The Examination of the Fuel Adjust-
ment Tariff Provisions of Kentucky Power Company, East Kentucky
Power Cooperative, 1Inc., Louisville Gas and Electric Company,
Kentucky Utilities Company, Big Rivers Electric Corporation and
Union Light, Heat and Power Company, to examine the fuel adjust-
ment tariff clauses being used by electric generating utilities in
Kentucky. The stated purpose of the case was to determine whether
or not any modification of such clauses was warranted, or whether
fuel adjustment clauses should be eliminated entirely. The result
was the standardized Fuel Adjustment Clause regulation, 807 KAR
5:056 effective June 7, 1978. After 8 years experience with this
fuel adjustment clause and considering changing economic
conditions, the Commission has determined that an examination of
the standardized fuel adjustment clause should be conducted. The
purpose of this proceeding is to determine whether, due to
changing circumstances, the fuel adjustment clause should be modi-
fied or eliminated and to develop a proposed regulation if changes

are needed.



Fuel adjustment clauses have been in tariffs filed with the
Commission since the 1950's. With rapidly rising coal prices in
the 1970's, these clauses attracted a great deal of attention. 1In
1976 the five generating electric utilities under the Commission's
jurisdiction collected approximately $115 million through the
application of their fuel adjustment clauses, almost 20 percent of
theici total revenue.l Concern about rapidly increasing fuel
prices and the operation of fuel adjustment clauses led to the
establishment of Case No. 6877. As a result of that case,
'previously heterogeneous clauses were replaced by a standard fuel
adjustment clause. This clause was intended to meet the major
objectives of the Commission's review at that time: first, to
bring fuel charges wunder appropriate Commission regulatory
processes; second, to standardize the fuel clause for all
jurisdictional electric utilities; third, to insert fuel charges
into base rates on a systematic basis; fourth, to introduce
incentives for management to hold down fuel costs; and fifth, to
represent a responsible, workable regulatory procedure for
handling fuel clause matters in Kentucky.2 An important issue in
the current case 1is whether these objectives have been met.
Another issue is whether other objectives and standards should be

adopted.

Soder, "Fuel Adjustment Clause: Kentucky Electric Utilities,"”
Case No. 6877, September 20, 1977, page 1.

Case No. 6877, Order dated December 15, 1977, pages 14-15.

- -



Fuel expenses are the largest single cost for electric
utilities in Kentucky, approximately one-half of total operating
expenses., Establishing the appropriate framework for regqulating
rates that result from fuel expenses 1is crucial to electric
utility regqulation. The regqulatory framework for fuel expenses
should (1) provide incentives for efficient management of fuel
procurement and power-plant performance, (2) provide information
that permits the Commission to adequately monitor fuel costs to
protect ratepayers, (3) be consistent for all jurisdictional
utilities, (4) be fair in billing costs to the cost-causer, (5) be
administratively workable and efficient, and (6) provide for fair
regqulation of both distribution and generation utilities. The
primary purpose for including a fuel adjustment clause in the
regulatory framework is to provide a procedure whereby in times of
rapid changes in the price of fuel, a utility's rates can be
adjusted more quickly than would be possible through a protracted
rate-making proceeding. This pfotects utility shareholders from
the risk of fuel price increases by allocating the risk of price
increases to ratepayers. Fuel adjustment clauses have a number of
advantages and disadvantages. They may reduce incentives for
efficient management of fuel procurement and use. They may also
promote ratepayer participation in fuel price decreases, reduce
regulatory expenses and reduce utility cost of capital due to the
lower investor risk. The decision to adopt a fuel adjustment
clause depends in part on the extent of control or influence that
utilities have over fuel costs, the percentage of fuel costs to

total utility operating costs, and the variability of fuel prices.

-3



The rapid fuel price increases of the 1970's were central to the
reasoning supporting the adoption of the current fuel adjustment
clause. This case will review the fuel adjustment clause under
current conditions.

In initiating this investigation, the Commission is seeking
comments from all interested parties. To aid in the determination
of specific alternatives and areas of concerns within the general
issues of this case, the Commission finds that all jurisdictional
electric utilities and other interested persons should file
comments on the following questions within 60 days of the date of
this Order. Electric utilities that do not operate generating
facilities need only answer guestions 2(B) and 5.

1. Incentives included in the current fuel adjustment clause

include:

-- Lags in recovery due to use of historical data and
10-day prefiling.

-- Limitation on recovery of fuel expense due to forced
outages.

~— Limitation on recovery of energy purchases expense
(exclusive of capacity or demand charge).

-— Limitation on recovery of fuel-related expenses not
includable (for example, excise taxes, brokerage
commissions, fuel unloading and hauling expenses).

How effective has each of these incentives been in promoting
efficient fuels management? How could the fuel adjustment clause
be modified to improve these incentives?

2. How would elimination of the fuel adjustment clause with

no other change in Commission regulations, affect incentives for

efficient management of the following?

-



(A) For Generating Utilities:
(1) fuel procurement
(a) fuel reguirements planning
(b) fuel source selection practices
(c) mix of long-term contracts, short-term
contracts and spot-market purchases
(d) contract negotiations
(e) enforcement of contract terms and conditions
(2) generation
(a) heat rate efficiency
(b) power plant availability
(c) economic dispatch
(3) economy purchases of energy
(4) other energy purchases
(5) earnings stability of the utility
(6) flow of information necessary for the public and
for commission oversight
(B) For distribution utilities:
(1) energy purchases
(2) earnings stability of the utility
(3) flow of information necessary for the public and
for Commission oversight
3. How would elimination/modification of the fuel adjustment
clause affect regulatory costs and benefits for the Commission,

utilities and intervenors?



4. Does the current fuel adjustment c¢lause provide the
Commission with adequate information for the necessary regulatory
review of fuels expenses? What changes would improve the quality
or availability of information?

5. If the fuel adjustment clause were eliminated, what
changes in Commission regulations and practices would be necessary
to provide the Commission with adequate information for the review
of fuels expenses?

6. How has the variability of fuels expenses changed during
the last 10 years? Generating utilities should provide supporting
data based on their own purchases.

7. What changes in the wvariability and 1level of fuels
expenses do you project for the next 5 years? Include assumptions
and factors considered.

8. How would elimination of the fuel adjustment clause
affect efficient pricing of electric services, that is, charging
costs to cost-causers? How could the fuel adjustment clause be
changed to improve efficient pricing of electric services?

9. If the current fuel adjustment clause were eliminated,
could a standby fuel adjustment clause be made available for use
during periods of rapid fuel price changes? What would be the
advantages and disadvantages of a standby fuel adjustment clause?
What criteria should be specified as triggering the operation of a

standby fuel adjustment clause?



10. Possible reporting and procedural requirements for a fuel
adjustment clause include:

~Requiring utilities to document fuels requirements
planning, fuel source search and selection practices,
and fuel contract negotiations,

-Requiring utilities to certify both the quality and
quantity of delivered fuel and the enforcement of fuel
contract tetrms and conditions,

-Comparing utility fuel costs to area averages,

~Monitoring economic dispatching practices,

-Monitoring power plant maintenance, heat rate efficiency
and plant availability,

-Auditing fuel costs and practices,

-Performing management audits of fuel procurement, fuel
handling, and power plant performance, and

-Holding periodic, formal evidentiary hearings on the
fuel adjustment clause.

What would be the advantages and disadvantages of each of
these requirements? If the fuel adjustment clausg is eliminated,
should the Commission impose any of these reporting and procedural
requirements outside of the rate case setting?

11. Incentives that could be included in a fuel adjustment
clause (in addition to those in question 1) include:

-Partial pass-through of differences between actual fuel
costs and fuel costs included in base rates,

~-Exclusion of all line losses,



~-Use of a fixed heat-rate, and

~-Use of power plant availability incentives.

(A) What would be advantages and disadvantages of
including each of these in a modified fuel adjustment clause?

(B) What other incentives could be built into a fuel
adjustment clause? What would be advantages and disadvantages of
including these incentives?

12. One criticism of fuel adjustment clauses is that they may
distort the input mix, encouraging utilities to substitute fuel
for labor or capital. This has implications for efficient use of
resources, as well as conservation. To what extent has the
current FAC biased utility decisions in favor of using more fuel?
How would elimination or modification of the fuel adjustment
clause change this?

IT IS THEREFORE ORDERED that:

(1) An investigation of the fuel adjustment clause be and is
hereby instituted. All electric utilities shall be parties to
this proceeding. Other interested parties may 1intervene and
participate; however, intervention is not required to file
comments.

(2) The Commission shall publish notice of the hearing in

this proceeding in the following newspapers: The Courier-Journal

and Louisville Times, Lexington Herald-Leader, The Independent

(Ashland), Kentucky Post, Paducah Sun and Messenger-Inquirer

(Owensboro) . Each electric wutility shall publish a one-time



notice of the hearing in a newspaper of general circulation in its
service area. The notice shall be in substantially the same form
and content as set out in attached Appendix A.

(3) All electric utilities shall comply with the requirements
of this Order. An original and 10 copies of written responses
shall be filed within 60 days of the date of this Order. Each
party shall make copies of its comments available on request.

(4) Hearings shall be held in the Commission's offices in
Frankfort, Kentucky, beginning at 9:00 a.m., Eastern Standard
Time, December 10, 1986, for the purpose of receiving comments and
cross—examination from all parties and other interested persons.
Parties with similar interests may consider combining comments and
representation.

Done at Frankfort, Kentucky, this 3rd day of September, 1986.

By the Commission

ATTEST:




APPENDIX A

—-~— NOTICE -—-

The Kentucky Public Service Commission is reviewing the fuel
adjustment clause now being used by electric generating utilities
in Kentucky. In this review, the Commission will determine if
changing circumstances merit modifying or eliminating the fuel
adjustment clause. To receive comments from interested parties,
the Commission will hold a public hearing on December 10, 1986,
beginning at 9:00 a.m., Eastern Standard Time, at the Commission's

office, 730 Schenkel Lane, Frankfort, Kentucky.






'a

2.

BEFORE THE PUBLIC SERVICE COMMISSION OF KENTUCKY

In the Matter of

The Examination of the Fuel Adjust- )
ment Tariff Provisions of Kentucky )
Power Company, East Kentucky Power )
Cooperative, Inc., Louisville Gas ) Case No. 6877
and Electric Company, Kentucky )
. Utilities Company, Big Rivers )
Electric Corporation and Union Light)
Heat and Power Company )

OFFICE OF THE ATTORNEY GENERAL
PROPOSED REGULATION

* * *k % k %* *

HEARINGS REQUIRED FOR CERTAIN FUEL COST ADJUSTMENTS; NOTICE
AND CONDUCT OF HEARINGS; CRITERIA FOR DECISION; CERTAIN INFORMATION
TO BE OBTAINED AND USED BY THE PUBLIC SERVICE COMMISSION; PUBLIC
INFORMATION; LIMITATION AND EXPIRATION OF SECTION.

(a) The commission shall not enforce, originate, continue,
establish, change or otherwise authorize or permit an increase in
any charge or charges for electric energy over and above the estab-
lished and published tariff, rate, joint rate, charge, toll or
schedule through any automatic device or practice until it has held
a full public hearing on the propriety of such increase.

Any such hearing shall be held within thirty days of a request
therefor by the concerned public utility. Within ten days after
receiving such reguest, the same shall be filed and the commission
shall order the utility to give the general public notice at least
twenty days prior to the date of the hearing by mailing to each
customer a typewritten or printed notice of the proposed charges
setting forth the place, date and hour of the hearing or publish once
a week for three (3) consecutive weeks in a newspaper or newspapers
of general circulation in the area served by the Corporation a
notice setting forth the place, date and hour of the hearing and the
rates proposed to be changed. The publication area for the notice
shall be the county or counties in which the public utility requesting

the increase provides electric energy.



The increase shall be approved only to the extent that such
increase does not violate subsection (b) of this section and only
if the commission makes a written determination that the increase is
fair, just and reasonable and reflects good-faith management and
sound business policy decisions by the public utility. The
commission shall specify in sufficient detail the reasons for its
decision.

(b) In determining whether a request made pursuant to
this section for an increase is fair, just and reasonable, the
following rules shall apply:

(1) For the purpose of determining fuel costs, the
price paid for the fuel shall be computed at the actual cost of
fuel purchased from nonaffiliated persons, firms and corporations
and the actual cost of the production of fuel received from
affiliated persons, firms and corporations and, in no event, shall
the cost of fuel purchased through short-term contract purchases
or spot market purchases be permitted to exceed by fifteen percent
the average cost of fuel purchased from nonaffiliated persons under
long-term contracts for similar quality fuel for the twelve months'
period next preceding the filing of the requested increase.

(2) The cost of fuel shall be considered as purchased
free-on-board at its site of production and such requested increase
shall not include the cost of transportation of fuel beyond its
site of production.

(3) For the purpose of determining the propriety of the
requested increase, only a variable efficiency formula shall be
used. Such formula shall, in addition to other factors permitted
by the commission, be computed on the basis of the average heat
rate and the average losses in the delivery system of such utility
of all fossil fuel steam generating plants of the utility requesting
the increase computed for the six months' period next preceding the
period for which the requested increase is made. The same variable
efficiency formula shall be used by and applied to all steam

generating electric utilities.



(c) The commission shall, on its own initiative hold a hearing
in the same manner as provided in subsection (a) of this section,
and may order-a decrease in any tariff, rate, joint rate, charge,
toll or schedule when it believes such action to be appropriate
based upon the information obtained by the commission.

(d) In order to have the information necessary to make a
fair determination in any hearing which is held under the
provisions of this section or in determining whether to permit an
increase or a decrease in any tariff, rate, joint rate, charge,
toll or schedule, the commission shall obtain and use all available
pertinent information on fuel and fuel costs. Such information
shall include, but not be limited to, the information required to be
reported pursuant to 807 KAR 1:010 §6, data contained in forms,
reports and other documents required by the Federal Power Commission,
Securities and Exchange Commission and other federal agencies,
publications by other agencies of this state and private publications
relating to the coal industry and the electric power industry. The
commission shall make a special effort to obtain all available infor-
mation on coal costs, coal contract terms and conditions, coal
guality, coal availability and coal purchases and production.

(e] It shall be the duty of the commission to conduct annual
audits of all bocdks, records and accounts of all utilities whose
tariffs, rates, joint rates, charges, tolls or schedules have been
increased or decreased pursuant to this section or pursuant to any
automatic adjustment clause or fuel adjustment clause prior to the
effective date of this section.

(f} No public utility shall have pending before the commission
more than one application for increase pursuant to this section at
any one time.

(g) As used in this section the term:

(1) "Long-term contract" shall mean any contract or
agreement of more than twenty-four months duration by which agreed
guantities of fuel is purchased at an agreed price involving more

than one delivery of such fuel.



(2) "Short~term contract" shall mean any contract or

agreement less than twenty-four months duration by which agreed

quantities of fuel is purchased at an agreed price involving more

than one delivery of such fuel.

(3} "Spot market purchases" shall mean all purchases

of fuel not made pursuant to either a long-term contract or a

short-term contract nor shall the term include purchases of fuel

from an affiliate.

Respectfully submitted,

ROBERT F. STEPHENS
ATTORNEY GENERAL
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By: GLENDA R. BEARD
ASSISTANT ATTORNEY GENERAL
Rate Intervention Section
Consumer Protection Division
Frankfort, Kentucky 40601
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COMMONWEALTH OF KENTUCKY

PUBLIC SERVICE COMMISSION
730 SCHENKEL LANE
POST OFFICE BOX 615
FRANKFORT, KY. 40602
(502) 564-3940

September 21, 1988

TO: ATTACHED SERVICE LIST

Re: Adm. Case No. 309
Fuel Adjustment Clause

Dear Ladies and Gentlemen:
We enclose one attested copy of the Commission's Order in

the above case.

Very truly yours,

Forest M. Skaggs
Executive Director

FMS/cbg

Enclosure



COMMONWEALTH OF KENTUCKY
PUBLIC SERVICE COMMISSION

ADMINISTRATIVE CASE NO. 309

SUMMARY OF FINDINGS

On September 3, 1986, the Commission issued an Order to
investigate whether the Fuel Adjustment Clause ("FAC") should be
modified or eliminated. A public hearing was held on January 13,
1987.

Policy Findings

The standardized FAC established in 1978 has generally met
the major objectives of the Commission's review at that time.
Those objectives were (1) to bring fuel charges under appropriate
Commission regulatory processes; (2) to standardize the FAC for
all jurisdictional electric utilities; (3) to insert fuel charges
into base rates on a systematic basis; (4) to introduce incentives
for management to hold down fuel costs; and (5) to represent a
responsible, workable regulatory procedure for handling fuel
clause matters in Kentucky.

In considering modification or elimination of the FAC, the
Commission has based its analysis on the following objectives and
standards. A regulatory framework for recovery of fuel expenses
should (1) provide incentives for efficient management of fuel
costs; (2) provide information that permits the Commission to
adequately monitor fuel costs to protect ratepayers; (3) be
consistent for all Jjurisdictional wutilities; (4) be fair in
billing costs to the cost-causer; (5) be administratively workable
and efficient; and (6) provide for fair regulation of both
distribution and generation utilities. The decision to include a
FAC depends 1in part on the extent of <control or influence
utilities have over fuel costs, the percentage of fuel costs to
total utility operating costs and the variability of fuel prices.

Fuel costs are a utility's largest single cost, comprising 40
to 50 percent of total costs. Fuel costs are potentially highly
variable. Distribution utilities with full requirements contracts
for purchased power have minimal control over fuel costs in the
short run. Generating utilities have less than complete control
over fuel costs.

The systematic information filings and semi-annual hearings
for regulatory oversight in the current FAC should be continued.

The FAC, as currently applied to distribution utilities,
should not be changed.



Some expedited procedure for recovering generating utilities
fuel costs 1is appropriate. Additional financial iacentives for
efficient management of fuel costs should be included in the
procedure.

Two methods for including broad-based financial incentives
were proposed. ESRG's primary recommendation was to abolish the
FAC and deal with fuel costs in general rate cases. Under this
proposal, a volatility threshold would provide a safety value
against the effects of rapid changes in fuel costs. A special
rate hearing focused oa fuel costs could be initiated anytime cost
changes exceeded the threshold limits. ESRG's alternate proposal
was to have a partial passthrough of fuel cost deviatioans from a
base level.

A partial passthrough method is preferable to the threshold
method because it presents 1less financial and administrative
uncertainties.,. The percent of passthrough should be set at 90
percent of deviatioans from base fuel cost. Further protection
against large gains or losses from extreme fluctuations in fuel
costs should be provided by a cap of 3 percent of total fuel costs
on fuel cost deviations absorbed or retained by utilities in each
6-month review period.

Including detailed power plant performance standards in the
FAC would not be as efficient a way of providing additional
financial incentives as the more broadly based partial passthrough
method.

A provision for billing over/under-recoveries of FAC charges
should be extended to generating utilities.

Provisions in the current FAC for forced outages and recovery
lags should remain unchanged.



COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

AN INVESTIGATION OF THE )
FUEL ADJUSTMENT CLAUSE ) éigéNégTRgg;VE
REGULATION 807 KAR 5:056 ) )
ORDER
On September 3, 1986, the Public Service Commission

instituted an investigation of the Fuel Adjustment Clause ("FAC")
regulation (807 KAR 5:056). The purpose of the investigation was
to determine whether, due to changed circumstances, the FAC should
be modified or eliminated, and, if changes are needed, to develop
a proposed regulation. In its Order, the Commission identified
the following issues: (1) whether the Commission's objectives in
establishing the standard FAC in 1978 have been met; (2) whether
other objectives and standards should be adopted; (3) to review
the FAC under current conditions; and (4) to determine specific
alternatives and areas of concern. Comments were requested from
electric utilities ("utilities") and interested parties. A public
hearing was held on January 13, 1987. Motions to intervene in
this proceeding were received from the Attorney General of the
Commonwealth of Kentucky ("AG") and National Southwire Aluminum
Company. Both Motions were granted. FEach utility that filed
comments is deemed to be a party to this proceeding.

Comments were received from Berea College Electric, Kentucky

Power Company ("Kentucky Power"), Kentucky Utilities Company



("Kentucky Utilities"), Louisville Gas and Electric ("LG&E"),
Union Light, Heat and Power ("ULH&P"), Big Rivers Electric
Corporation ("BREC"), Big Sandy Rural Electric Cooperative
Corporation, Blue Grass Rural Electric Cooperative Corporation,
Clark Rural Electric Cooperative Corporation, Cumberland Valley
Rural Electric Cooperative Corporation, East Kentucky Power
Cooperative ("East Kentucky Power"), Farmers Rural Electric
Cooperative Corporation, Fleming-Mason Rural Electric Cooperative
Corporation, Fox Creek Rural Electric Cooperative Corporation,
Grayson Rural Electric Cooperative Corporation, Green River
Electric Corporation, Harrison County Rural Electric Cooperative
Corporation, Henderson-Union Rural Electric Cooperative
Corporation, Inter-County Rural Electric Cooperative Corporation,
Jackson County Rural Electric Cooperative Corporation, Jackson
Purchase Electric Cooperative Corporation, Licking Valley Rural
Electric Cooperative Corporation, Nolin Rural Electric Cooperative
Corporation, Owen County Rural Electric Cooperative Corporation,
Salt River Rural Electric Cooperative Corporation, Shelby Rural
Electric Cooperative Corporation, South Kentucky Rural Electric
Cooperative Corporation, Taylor County Rural Electric Cooperative
Corporation, and the AG.

1978 OBJECTIVES FOR THE STANDARD FAC

The standardized FAC established in 1978 was intended to meet
the major objectives of the Commission's review in Case No. 6877,
The Examination of the Fuel Adjustment Tariff Provisions of
Kentucky Power Company, FEast Kentucky Power Cooperative,

Louisville Gas and Electric Company, Kentucky Utilities Company,

-



Big Rivers Electric Corporation, Union Light, Heat and Power
Company . Those objectives were: (1) to bring fuel charges under
appropriate Commission regulatory processes; (2) to standardize
the FAC for all jurisdictional electric utilities; (3) to insert
fuel charges 1into base rates on a systematic basis; (4) to
introduce incentives for management to hold down fuel costs; and
(5) to represent a responsible, workable regulatory procedure for
handling fuel clause matters in Kentucky.

The AG raised concerns regarding whether these objectives
have been met. The AG's witness, Mr. Neil Talbot of Energy
Systems Research Group ("ESRG"), suggested that over the 1last
several vyears the FAC procedure in Kentucky had not been
characterized by significant scrutiny of fuel costs.l This
conclusion was based on the shortness of the FAC hearings, the
absence therein of active intervenors,2 and the observation that a
much higher percentage of requested fuel cost was allowed in FAC
cases than the percentage of requested rate increases allowed in
general rate cases.3 The AG has intervened in all FAC cases and
sponsored testimony in some of these cases. Substantial fuel cost
data is filed monthly with the Commission and is reviewed in
detail. This routine review and the frequency of the FAC hearings
lessens the need for 1lengthly hearings. Mr. Talbot had no

specific suggestions for additional information to be filed or

AG's Comments, page 45.
AG's Comments, page 46.

Transcript of Evidence ("T.E."), pages 168, 181.
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procedures for review regarding scrutiny of fuel costs and said he
was not fully aware of the extent of information currently filed
under the existing FAC. In its post-hearing comments, the AG
expressed his concern for Commission resources, saying the level
of resources devoted to fuel issues could usefully be increased.4
The generating utilities' (Kentucky Power, Kentucky Utilities,
LG&E, BREC, and East Kentucky Power) comments were supportive of
the extent of current oversight but suggested more audits by
Commission Staff. The Commission Staff began a program of
systematic FAC audits in 1986.

Another concern raised by the AG was the lack of incentives
for utility management to hold down fuel costs. Mr. Talbot said
that current incentives appeared dgenerally reasonable as far as
they went, but stronger incentives were needed.5 The 1978
regulation introduced incentives through oversight, recovery lags,
and limitations on recovery of forced outage costs, energy
purchases expense and fuel related expenses. The Commission is
of the opinion that although stronger incentives might be
appropriate today, the 1978 objectives were generally met. The
need for stronger incentives will be addressed in another part of
this Order.

NEW OBJECTIVES AND STANDARDS

The September 3, 1986 Order discussed a new 1list of

objectives for the FAC and standards for evaluating the continued

4 AG's Additional Comments, page 3.

AG's Comments, page 45.
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need for a FAC. The new objectives for a regulatory framework for
recovery of fuel expenses were to: (1) provide incentives for
efficient management of fuel costs; (2) provide information that
permits the Commission to adequately monitor fuel costs to protect
ratepayers; (3) be consistent for all jurisdictional utilities;
(4) be fair in billing <costs to the cost-causer; (5) be
administratively workable and efficient; and (6) provide for fair
regulation of both distribution and generation utilities. The
primary purpose of including a FAC in the regulatory framework is
to provide a means of quickly adjusting utilities' rates in times
of rapid changes in the price of fuel. Therefore, the decision to
include a FAC depends 1in part on the extent of control or
influence utilities have over fuel costs, the percentage of fuel
costs to total utility operating costs and the variability of fuel
prices.

A concern expressed by the wutilities about this set of
objectives was the need for incentives in the FAC to encourage
efficient management of fuel expenses. LG&E, which emphasized
this concern more than other parties, stated that the FAC was
important for providing a rational method of passing changes in
fuel expenses on to 1its customers and that it was aware that
keeping fuel expenses as low as practicable was a basic pre-
requisite for the privilege of having a FAC. Other incentives for
LG&E to keep its fuel costs low were pride in its low electric
rates, competition among utilities to attract economic development

to their service areas, maintaining and improving customer



satisfaction, regulatory scrutiny, and employees' individual
performance incentives. LG&E concluded that a well-managed
utility should give as much attention to fuel procurement with or
without a fuel clause. LG&E views the FAC as a means of
efficiently dealing with variations in a very large expense item.6

Mr. Talbot argued that the major substantive concern
associated with the use of FACs 1is the absence of any strong
incentive to minimize fuel costs.7 Since 1978, the Commission has
held that one of the objectives of a FAC is to provide incentives
for wutilities to hold down fuel <costs. In considering
modification or elimination of the FAC, the Commission has decided
to base its consideration on the stated objectives and standards
in its September 3, 1986 Order.

THE APPROPRIATENESS OF A FAC UNDER CURRENT CONDITIONS

In deciding whether a FAC should be included in Kentucky's
regulatory framework today, the objectives in the preceding
section and the criteria in this section have been considered
under current conditions.

The first criteria 1is the extent of control or influence
utilities have over fuel costs. All jurisdictional distribution
electric utilities purchase 100 percent of their requirements from

generators at rates set by this Commission or the Federal Energy

6 LG&E Comments, pages 2-3.

AG's Comments, page 44.



Regulatory Commission. Beyond intervention in supplier rate cases
and managing line loss, distributors have little control over fuel
costs. Generators have significant influence over fuel costs
through fuel purchasing practices, fuels handling, and power plant
operations. However, the level of coal-market prices is clearly
beyond utility control.

The second criteria is the ratio of fuel costs to total
costs. Energy System Resource Group, Inc.'s ("ESRG"), report
showed ratios of operating costs in Kentucky ranging from
approximately 70 percent fuel and 30 percent non-fuel for Kentucky
Power to approximately 45 percent fuel and 55 percent non-fuel for
LG&E.8 Fuel cost is the single, largest expense for Kentucky
electric utilities.

The third criteria is the wvariability of fuel expenses.
Comments were requested regarding changes in the variability of
fuel expenses over the past 10 years. The AG recognizes that coal
costs are a dominant component of fuel expenses and reports that
from 1979 through 1985 there have been no significant fluctuations
(i.e., movement up or down) in fuel prices on an annual basis.
The AG states that from 1979 through 1982 fuel prices moved
steadily upward and from 1982 through 1985 fuel prices remained
relatively flat.

Data provided by Kentucky Power showed a compounded rate of
increase of 7.73 percent in cents per million BTU from August 1976

to August 1986, with a l0-year range from a 20.5 percent increase

AG's Comments, page 30.



(1976-77) to a 14.29 percent decrease (1982-~83). Kentucky
Utilities showed fuel costs in dollars per ton which varied by as
much as 25 percent from 1977 to 1986 and had a compounded rate of
increase of 4,48 percent over this period. BREC provided
supporting data on its cost of fuel in cents per million BTU from
1976 to 1985. The average compounded rate of increase for BREC
for this period was 10.47 percent with a range from a 31.5 percent
increase (1976-77) to a 3.4 percent decrease {(1982-83). LG&E
reported a compounded average fuel cost increase in dollars per
ton from August 1976 to August 1986 of 7.85 percent, ranging from
a 21.9 percent increase (1977-78) to a 2.3 percent decrease
(1982-83). East Kentucky Power reported its coal costs increased
by 104 percent from 1976 to 1983 with a range from a 24 percent
increase in 1977 to a 5 percent decrease in 1979. Since April
1983, East Kentucky Power's prices have fallen by 32 percent
which, for the 10-year period, results in a 3.1 percent compounded
rate of change. Overall, prices increased until 1983 and
decreased after that. The average compounded rate of change over
the 10-year period was about 6.75 percent.

Comments were requested regarding forecasts of changes in the
variability and level of fuel expenses over the next 5 years. The
AG projections indicate <c¢oal prices should fall slightly (2
percent) or increase at a moderate pace (3-6 percent) and given
the current overproduction in the fuel market, fuel expenses
should not vary any more than non-fuel operating costs over the

next 3 to 5 years. Therefore, in the AG's opinion, volatility is



no longer a reason for treating fuel expense any differently than
other operating expenses.

Each of the generating utilities recognized several factors
affecting the future variability of fuel costs. These factors
included: the supply and demand imbalances for coal; the cost of
mining and transportation; wages resulting from a new labor
contract in February 1988; uncertainties regarding OPEC;
inflation, and the domestic economy; and the generation mix of
long—term coal contract and short-term spot prices,. Kentucky
Power expects coal expenses to increase at a compounded rate of
3.9 percent over the next 5 years with a range of 3.1 percent to
4.6 percent. Kentucky Utilities did not give any specific
forecasts other than stating it uses a research consultant's
forecasts for internal budget forecasts of fuel costs. BREC
agrees that current fuel costs have stabilized, but feels there is
no assurance this will continue in the coming years because of the
aforementioned factors affecting fuel prices. Therefore, BREC is
of the opinion that wvariability over the next 5 vyears Iis
impossible to predict with any confidence. LG&E also does not
expect any major changes in coal costs over the next 5 vyears
although it expects some variability. East Kentucky Power assumed
inflation of 6 percent in 1988 and 7 percent for 1989 and 1990 in
making its projections that fuel costs will increase at a 4.3
percent compounded rate over the next 5 years. Although it is
impossible to predict with any confidence, most of the parties
project coal prices to increase at a moderate rate to 3 to 6

percent over the next 5 years.



Another criteria 1is the potential effect of a FAC on
efficient pricing. The AG is of the opinion that elimination of
the FAC would improve pricing efficiency. The AG argues that
because monthly fuel adjustments are so small in relation to the
overall bill it would not be rational for consumers to adjust
their behavior significantly in response to such short-term
changes. Therefore, the AG contends it would be more appropriate
to send price signals of a more permanent nature through periodic
price changes as determined through general rate cases.

The opinions of all the generators were relatively the same,
that elimination of the FAC would make it difficult to properly
assign costs to the cost-causer. At present, there are continued
minor changes in costs charged to consumers and with the current
FAC these charges are properly assigned to the cost-causers. If
the FAC is eliminated, then there would be abrupt changes in costs
to consumers resulting in longer time lags and causing less
equitable charges of cost to the cost-causer.

In addition to continuing the FAC, the generators also
proposed changes to eliminate the time lag. Kentucky Utilities
proposed method to reduce the time lag was to use estimated
numbers for one month, which would be corrected the following
month by use of a rolling reconciliation as an over/under-recovery
mechanism to the FAC. This could provide a better means of
reflecting current fuel prices and thus sending proper price
signals to consumers.

The Commission agrees that more freguent rate adjustments

tend to provide more efficient pricing. However, with monthly
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adjustments, the use of estimated data will not materially improve
price signals but will materially increase regulatory costs.

Based on its review of the appropriateness of a FAC under
current conditions, the Commission is of the opinion and hereby
finds that:

1. The distributors' lack of control over fuel, which is a
large and potentially variable cost item, justifies retaining a
FAC for them.

2. The generators' less than complete control over a large

and potentially variable cost item supports the need for some

expedited procedure -- even if less expedited than the current
FAC.

3. Fuel <costs are a utility's largest single cost,
comprising 40 to 50 percent of total costs. The significant

magnitude of fuel <costs necessitates the continuation of
systematic information filings and semi-annual hearings for
regulatory oversight as in the current FAC as administered.

SPECIFIC ALTERNATIVES TO EXISTING FAC

ESRG's Proposal to Eliminate FAC With a Threshold Mechanism as

Backup

When this <case was initiated, one alternative to be
considered was eliminating the current FAC and replacing it with a
standby clause available for use during periods of rapid fuel
price changes. All of the generators strongly opposed a standby
clause. East Kentucky Power raised the concern that a standby
clause could lead to problems similar to those that existed prior
to implementation of the current clause when much of the public

~11~



was shocked with their FAC experience. Kentucky Utilities also
discussed the likelihood of confusion and c¢riticism when FAC
billing would be triggered. LG&E referred to the 1975 Ernst and
Ernst review of FACs for the Governor's Special Advisory
Commission on Electric Utility Rates and Regulations. Ernst and
Ernst's report concluded that having a FAC during rising prices
and terminating it when prices stabilized would be unfavorable to
consumers. The AG and 1its consultant, ESRG, said that with
elimination of the FAC a contingency mechanism would be needed and
suggested ESRG's threshold mechanism.

ESRG's primary recommendation is to abolish the FAC and deal
with fuel costs in general rate cases. Under ESRG's proposal, a
volatility threshold of six percent of total fuel costs on a
quarterly basis and three percent on an annual basis would provide
a safety valve against the effects of rapid changes in fuel costs.
A special rate hearing focused specifically on fuel costs could be
initiated any time cost changes exceeded the threshold limits.
This proposal was based partially on the method used in Wisconsin
where rates are set on a forecasted basis annually. If fuel costs
vary from base costs by more than 10 percent in a month or six
percent 1in a quarter, a review 1is triggered. If the review
demonstrates that annual costs will fall outside a three percent
range around the forecast, rates are changed during the year.

One concern raised in this proceeding was the number of cases

that would be triggered by the threshold mechanism. At the
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hearing, each generator was asked to prepare an analysis of the
effect that ESRG's volatility threshold would have had with
respect to triggering special fuel rate hearings since the end of
1978. Mr. Talbot stated that the threshold should be calculated
on a cents per KWH basis rather than a cents per MMBTU ba5159 and
that discrete calendar quarters and rolling four-quarter periods
be used.lo Kentucky Power, using Mr. Talbot's method except for
using annual calendar periods and assuming a 3-month 1lag in
changing the base, calculated that 11 cases would have been
triggered and that this method would have resulted in $11,829,604
of unrecovered fuel cost without any adjustment or review of fuels
from the last quarter of 1983 until the first quarter of 1986.

East Kentucky Power, using an approach similar to Kentucky
Power's method also calculated 11 special rate hearings.

LG&E used rolling quarters, which tripled the opportunities
for triggering hearings, and compared the current 3-month average
fuel cost to the immediate prior 3-month average fuel cost rather
than to the existing base costs. As a result, LG&E calculated 56
special rate cases. A review of LG&E's data indicates that using
discrete quarters and comparisons to base <costs would have
produced approximately 10 special rate hearings.

Kentucky Utilities used rolling quarters and cents per MMBTU

and tracked quarterly and annual triggers separately. The result

2 T.E., page 143.

10 T.E., pages 144 and 171.
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was 17 hearings from the quarterly method and 14 from the annual
method. Using discrete quarters would have produced approximately
18 rate hearings. For all utilities, frequently an increase in
one quarter was followed by a decrease in the next quarter.

Mr. Talbot did not estimate the number of rate filings that
would be triggered by use of the threshold approach. He said that
fewer cases are likely to be triggered than are indicated by this
historical data due to (1) reduced fuel price volatility since
1982, (2) adjustments to fuel costs that would be made in general
rate cases, (3) adjustments in cases for known and measurable
changes, and (4) combining cases when triggers occur in successive
periods.ll

A second concern about the threshold mechanism was the
potential effect on utilities' financial stability. Mr. Talbot
did not estimate the financial impact of the threshold approach
but said that a one percentage point change in the earned return
on common equity would not be so significant as to jeopardize the
financial performance of a company.12 Kentucky Power calculated
that a four percent change in fuel cost would result in a one

percent change in return on equity.13 A four percent fuel price

11 aAg's Additional Comments, page 4.
12 T.E., page 164.
13

Comment, page 3.
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change would not trigger a rate hearing for a full year under the
ESRG proposal.

Kentucky Utilities said that eliminating the FAC would
encourage more long-term contracts14 and Kentucky Power said it
would encourage long-term coal commitments, more use of western
coal with stable prices and wider tonnage nomination bands. These
actions would stabilize fuel prices, but at higher 1levels than
currently incurred. These higher levels would be built into base
rates.15 The AG finds this argument fallacious as it ignores the
potential benefit to utilities of reducing fuel costs when they
would be able to keep part of the savings and ignores the role of
regqulatory oversight in reviewing contracts.l6

As previously stated, the ESRG report recommends elimination
of the FAC and returning fuel and purchased power costs to
consideration in general rate proceedings. In this context,
predictable changes in fuel prices would be addressed through
adjustments for those known and measurable changes to historical
test-year data.

In response to the Commission's request for comments, ULH&P
noted that one of the practical problems with elimination of the
FAC is the Commission's wunwillingness to wuse projected test

periods. ULH&P maintained that, 1if the FAC were eliminated,

basing on-going expenses on historical data would be unreasonable.

14 Comment, page 3.

15 Comments, pages 22-23,

16 Additional Comments, page 6.
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ULH&P contends that if a utility is to be allowed an opportunity
to earn its authorized rate of return, the level of fuel expense
should reflect future sales, generation mix, fuel mix, contract
prices, and market conditions.

When questioned at the public hearing regarding the use of
projections or a prospective test year, Mr. Talbot stated that, to
the extent that fuel costs are partly volatile and not
predictable, a degree of uncertainty exists that suggests using a
historical rather than a fully forecasted test period. Mr. Talbot
maintained that using a historical test period adjusted for known
and measurable changes would be better than going to a forecasted
test year with all the problems inherent in forecasting.

The Commission is concerned about the uncertainty presented
by the threshold method. It does not provide for regular
scheduled fuel cost reviews and hearings and it requires retention
or absorption by the wutility of 100 percent of fuel cost
deviations within the threshold range. Therefore, in periods of
stable prices, utilities could go too long between reviews. In
periods of rapid 1inflation, with the use of historical test
periods, utilities could have financial problems. In periods of
declining coal prices, utilities could reap a windfall gain.

Determining the amount of fuel cost to be allowed in base
rates would become a controversial rate case issue. The use of
forecasted test years or even substantial adjustments to
historical test years would require in-depth analysis of sales

levels, generation mix, outage rates, heat rates, fuel mix,
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contract prices, escalator clauses, and spot-market prices. For
each of these items the Commission would have to determine a
reasonable level. The hearing process would include extensive
arguments on these engineering and coal procurement issues. In
periods of rapid inflation, with all generators filing
concurrently, Commission and Staff resources would be strained.

Modifying ESRG's proposal to use a wider threshold range
would increase the likelihood of infrequent review and financial
risks. Modifying the proposal to use a narrower threshold range
would increase the frequency of filings and related administrative
costs.

Compared to the current FAC, this proposal shifts much of the
risk of short-term changes in coal spot-market prices and power
plant efficiency from ratepayers to the generating wutility.
Because the utilities can choose when to file rate cases, the
threshold method shifts little of the risks of coal contracting
errors or long-range adjustments in coal market prices and power
plant efficiencies. In considering a change to this threshold
method, the trade-off is the creation of increased uncertainty
about financial and administrative consequences in return for
increased short-run 1incentives for efficient management of
spot-market and short-term contract purchases and power plant
performance. In addition, there appears to be no additional
long-run incentives for efficient management of coal procurement
and power plant performance. For these reasons, the Commission
will not adopt the threshold method as a means of incorporating

financial incentives into fuel cost regulation.
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Proposals to Modify FAC

Other specific alternatives to the existing FAC proposed in
this proceeding include ESRG's alternate proposal of a partial
passthrough of fuel cost changes and proposals to modify the FAC
by redefining forced outages, including power plant performance
measures, using forecasted data to reduce 1lag, 1including an
over/under recovery mechanism, require more information on fuels
planning, search, selection and negotiation, monitoring economic
dispatch, and adopting ULH&P's Fuel Cost Recovery ("FCR") method.
The following sections 1include the Commission's discussion of
these proposals.

1. Partial Passthrough

If the Commission decides to retain a fuel clause, ESRG
recommends modifying it to include an 1incentive feature. Under
ESRG's procedure fuel cost would be set annually at a base level.
Deviations of 50 percent to 75 percent from this level would be
subsequently billed and trued-up 1in a deferred account. The
remaining 25 percent to 50 percent would be absorbed or retained
by the utility.

In this alternative recommendation, ESRG again advocated
the use of historical data adjusted for known and measurable
changes. There would be an annual hearing in which the past
year's targets and actual costs are partially reconciled and a new
fuel rate is set.

Kentucky Power stated in its response to the
Commission's request for comments that a partial passthrough of

differences between actual fuel costs and costs included in base
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rates would deprive a utility of the right to recover prudently
incurred costs. Thus, the utility would be penalized and this
procedure could be considered confiscatory.

The Commission finds no merit in Kentucky Power's argument,
Absent a FAC, all fuel costs are recovered through base rates.
Should fuel costs change from the level included in base rates,
the utility is at risk until it can receive Commission approval of
a change in base rates under KRS 278.180 and 278.190. In an
effort to shift this short—term risk of over- or under-recovery of
fuel costs from the utility to the ratepayers, the Commission has
permitted utilities to voluntarily choose to utilize a FAC. In
electing to adopt a FAC, a utility is not only able to recover
increased fuel costs more timely than by changing its base rates,
it must also flow back reduced fuel costs in this timely manner.
The Commission sets base rates to allow a utility the opportunity
to earn a fair and reasonable return. This regulatory principal
is true 1irrespective of whether a FAC is permitted or not, or
whether a FAC allows full cost passthrough or partial cost
passthrough. If the Commission by regulation authorizes a FAC
that allows only partial cost passthrough, the election by a
utility to wutilize such a FAC is made with the knowledge and
understanding of that limitation. Any utility that is unwilling
to bear the risk inherent in a partial passthrough FAC can recover
its total fuel costs in the same manner that it recovers all other

prudent costs -- through its base rates.
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The partial passthrough method presents similar trade-offs to
the threshold method. Adoption would increase administrative
costs, primarily 1in the analysis and hearing of test-year
adjustments to sales levels, generation mix, outage rates, heat
rates, fuel mix, contract prices, escalator clauses, and spot
market prices. Using unadjusted historic test years would reduce
administrative costs and mitigate the need for detailed power
plant performance standards. However, without test vyear
adjustments, the 1likelihood of significant differences between
expected fuel costs and fuel costs embedded in base rates could
increase.

The partial recovery method would also increase financial
uncertainty for generating utilities by shifting some risk of
short-term changes 1in coal spot-market prices and power plant
efficiency from ratepayers to generating utilities. However, the
risk shifting would provide additional short-run incentives for
efficient management of spot-market purchases and power plant
performances. Depending on the percentage passthrough allowed,
the increased risks and incentives may be much smaller than for
the threshold method. Furthermore, because the partial recovery
method provides for the routine scheduling of hearings and the
retention of much of the current FAC framework, there 1is less
administrative uncertainty involved than with the threshold
method.

The Commission wants to include additional financial
incentives in the FAC, and, because it presents less financial and

administrative uncertainties, prefers the partial passthrough
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method to ESRG's threshold method for generating utilities. The
percentage of passthrough selected depends upon the amount of
financial incentive desired and the size of potential windfalls or
shortfalls found acceptable. Although no party proposed a limit
or cap on fuel cost deviations absorbed or retained by utilities,
this is another method of limiting risk. The Commission is of the
opinion that a partial passthrough provision should be added to
the FAC. In balancing the benefits of additional financial
incentive with greater administrative costs and uncertainties, the
Commission has decided that the percentage of passthrough should
be set at 90 percent of deviations from base fuel cost. Further
protection against large gains or losses from extreme fluctuations
in fuel costs should be provided by a cap of 3 percent of total
fuel costs on fuel cost deviations absorbed or retained by
utilities in each 6-month review period.

This partial passthrough method can be incorporated in the
current FAC for generators by retaining biennial roll-ins of fuel
costs into base rates and changing the formula for the monthly

fuel charges (r_) from r = Fm Fb where
m m—— o ——
Sm Sb
F_ is the allowable fuel cost in the current month,
FB is the allowable fuel cost in the base period,
Sm is the KWH sales in the current month, and
Sb is the KWH sales in the base period;

to r. = Am/Sm where Am = p (Fm - %% Sm)

and p is the percentage allowed to passthrough the fuel clause.
The Commission is of the opinion that using historic test years

with known and measurable adjustments in the biennial roll-ins is
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consistent with rate-case treatment and best serves the interests
of all parties.

The AG did not propose applying the partial passthrough to
distribution utilities. Distribution utilities with full
requirements contracts for purchased power have minimal control
over fuel costs in the short-run. Therefore, the Commission will
not change the current FAC as applied to distribution utilities.

2. Forced Outages

Most generators opposed the current fuel clause provision on
forced outages.

The limitations on recovery of fuel expense due to forced
outages is not a consideration to BREC since the minimizing of
forced outages and restoring capacity to serve the load is its
primary goal. BREC said that the inclusion of the forced outage
provision in the FAC 1is not an incentive to hold down fuel costs
and, therefore, should be removed.

LG&E did not make a specific recommendation on changing the
regulation on fuel recovery costs due to forced outages; however,
it would prefer a change 1in the regulation which would not
restrict a flow through of fuel costs that is caused by a forced
outage.

East Kentucky Power said that forced outages are undesirable
under any circumstances and the 1incentive included in the FAC
compliments its goal of keeping forced outages to a minimum. East
Kentucky Power did not recommend a change.

Kentucky Power said the 1limitation on recovery of fuel

expense due to forced outages should be revised since this
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provision in the regulation does not recognize nor encourage the
effects of centrally dispatched "power pooling" and thereby
penalizes Kentucky Power which is part of the American Electric
Power System. Fuel costs differ significantly between Kentucky
Power's Big Sandy plant and the power pool that provides
substitute power in the event of an outage.

Kentucky Utilities said that the limitation on recovery due
to forced outages does not consider other factors which impact the
customer charge per KWH, such as the decision to build scrubbers
or to burn EPA compliance coal. Because of Kentucky Utilities's
compliance coal contracts, there is a large difference in fuel
costs between units. Therefore, the forced outage limitation
results in significant disallowances for Kentucky Utilities
although 1its customers benefit from the avoidance of scrubber
investment costs. Consequently, Kentucky Utilities proposed to
revise the FAC to allow recovery of fuel costs when it has been
shown that a forced outage is not a result of faulty equipment,
faulty manufacture, faulty design, faulty installation, faulty
operation, or faulty maintenance.

The Commission ruled against this same objection in 1978,
choosing to keep the risk of forced outages on the utilities. The
generating facilities are under the utilities' control; therefore,
the utilities should bear the risk of losses from forced outages.
The utilities have presented no new arguments in this case and the
Commission 1is of the opinion that the forced outage provision

should remain unchanged.
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3. Power Plant Performance

The AG said that 1including various performance standards,
such as fixed heat rates, power plant availability and/or capacity
factors into the FAC or base rates would be desirable.

BREC said that performance standards based upon heat rates
have certain disadvantages such as difficulty in accurately
determining the weighted average of BTU/LB of coal burned per KwH
of generation whereas the cost of coal for the KWH of generation
may be easily determined. Furthermore, the determination of the
heat rate for purchased power from multiple sources would present
problems. The use of power plant availability incentives could
have the effect of «causing wutilities to forego or delay
maintenance on generating units thereby resulting ultimately in
higher costs to the ratepayers.

LG&E asserts that providing incentives to promote the
efficient management of fuels is not the major purpose of the FAC;
however, it does believe that there are sufficient incentives
already in place such as: (a) competition among utilities to
attract new economic development to their service areas; and (b)
maintaining and improving customer satisfaction. Achieving these
goals of keeping rates 1low and competitive requires efficient
management of fuel procurements, generating unit availability, low
heat rates, and economic dispatch of generating units.

Kentucky Utilities said that monitoring power plant
performance such as heat rates and plant availability requires
knowledge of power plant operations and maintenance. The

Commission would need to create a redundant staff to the utilities
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staff and the utilities may be required to increase its staff to
supply the associated information which would be required.
Monitoring of economic dispatch practices would require a
significant amount of time and it 1is doubtful that any benefits
could be obtained since so many diverse decisions associated with
the economic dispatch of units are not expressly dependent upon
fuel costs.

Kentucky Power stated that it was constantly monitoring power
plant maintenance, heat rate efficiency, plant availability and
other operating characteristics and elimination of the fuel clause
would not affect this present practice. The use of a fixed heat
rate and power plant availability are important measures of
performance; however, the fuel clause mechanism 1is not the
appropriate place to determine if a company should be rewarded or
penalized.

East Kentucky Power recommends that the FAC regulations be
modified to require a more stringent monitoring of each generating
utility which would include power plant performance and
availability, heat rate efficiency, and economic dispatch
practices; however the use of a fixed heat rate would distort
costs because they do not track actual power plant performance
since the plant performance is both load and season sensitive.

The Commission 1is concerned that detailed power plant
performance standards may present more implementation problems
than benefits. One problem is the difficulty in setting
reasonable standards for each unit for a range of future operating

conditions. A more serious problem is that incentives based on
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power plant performance standards reward reductions in individual
cost element covered by those standards rather than rewarding
reductions in total generating costs. The partial passthrough
method should be a more efficient way of providing additional
incentives for improved power plant performance.

4. Recovery Lags

The requirement that the monthly fuel adjustment be
calculated using actual costs and filed with the Commission 10
days in advance of billing creates a l-month lag in recovering
fuel costs increases and in passing through fuel cost decreases.
The use of forecasted data is one method of reducing recovery lags
in the current FAC. The generators did not consider the existing
recovery lags as an effective incentive nor did they make a strong
proposal for using forecasted data. Kentucky Power proposed using
forecasted data. Kentucky Utilities discussed the Virginia method
of using forecasted data and suggested recognizing forecasted fuel
levels in base rates. LG&E discussed its prior use of forecasted
data but made no proposal as to using forecasted data. None of
the other utilities made any proposal to use forecasted data. The
Commission specifically excluded the use of forecasted data in
1378. Since allowed fuel costs are periodically rolled into base
rates, the recovery lag applies only to interim increases and

decreases. The lag 1is unlikely to have a material impact on
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utilities' financial positions. Use of forecasted data would
require reconciliation with actual costs, adding calculations to
be reviewed in each monthly filing. The 10-day period between
filing and billing does not allow for extensive review of
forecasts and reconciliations.

The Commission again rejects the use of forecasted data in
monthly filings as it has 1little benefit and would hinder the
Commission's review of charges prior to billing.

5. Over/Under Recovery

All the generators, with the exception of East Kentucky
Power, proposed the inclusion of a provision for billing
over/under-recoveries of fuel expense. Kentucky Utilities stated
that the recovery mechanism should apply only to the FAC. LG&E
discussed its recent poll and the results showing the favorable
acceptance of the FAC by the public. The opinion of LG&E was that
the 1inclusion of an over/under-recovery would strengthen the
public's acceptance of the FAC. The billing of over/under-
recoveries of FAC charges and credits 1is currently done for
distributors.

An over/under-~recovery provision for FAC charges should be
extended to generators. It should eliminate one concern regarding
fuel synchronization adjustments in rate cases and serves public
interest as it avoids over~recoveries. Incorporating an
over/under—- recovery mechanism into the partial passthrough

proposal developed earlier in this Order would change the formula
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for the monthly fuel charge to

Cn = Am/sm where A = p (F, - Eb Sm) + U
Sb
Un = Ap-2 ~ Ry and
R_ = Fuel clause revenue in the

current month.

6. Information Regquired

ESRG suggested that the Commission require that fuel
procurement and systems operations data be filed in a standard
format on a regular basis, at least annually, with summary data
quarterly.17 Reports should include cost data as accounted for by
the Uniform System of Accounts, recovery data through billings
associated directly with the passthrough, and gquantification of
the over-recovery or under-recovery position of the utility for
the reporting period and year to date. Operating data should
include key indicators such as generating unit heat rates,
generation mix, fuel mix and plant availability 1load and
utilization factors. ESRG summarized Colorado's fuel clause
review system as an example of a good review system.18 Kentucky's
clause has always required more information than that listed above
or included in ESRG's summary of Colorado's system. Mr. Talbot
had not analyzed the extent of information available under the

current E‘AC.19

17 AG's Comments, page 48.
18 AG's Comments, page 28.
19

T.E., pages 222-223.
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The generators agreed that the current FAC provided adequate
information. The Commission plans no change in information
requirements in the FAC regulation.

7. FCR Method

ULH&P requested that the Commission consider the FAC method
it had proposed in Case No. 9175-B, An Examination by the Public
Service Commission of the Application of the Fuel Adjustment
Clause of Union Light, Heat and Power Company from May 1, 1985, to
October 31, 1986. This method, based on Ohio regulation, uses 6
months of actual or projected fuel expense to develop an FCR rate.
The FCR remains unchanged for 6 months and is billed separately
from the base rate. Total, actual fuel expenses are reconciled
with revenues generated by the FCR and over-recoveries and
under-recoveries are subsequently billed.

The current Kentucky FAC places all ongoing fuel expenses in
base rates every 2 years. For distribution utilities, such as
ULH&P, this is normally the fuel cost in the wholesale base rate
adjusted for line loss. Any actual deviations from the base fuel
cost are billed through the monthly fuel clause. For distribution
utilities, over- and under-recoveries of deviations included 1in
the fuel clause are also billed through the monthly fuel charge.
The Commission rejects the FCR proposal as it is well satisfied
with the current distributor FAC, which, unlike the FCR, bills
most fuel costs through base rates and provides for monthly FAC
adjustments. The FCR's semi-annual adjustments would not be
consistent with monthly wholesale FAC adjustments to distributors

like ULH&P nor with this Commission's objective of providing a
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means of quickly adjusting rates in times of rapid fuel price
changes.

Proposals for Additional Audits

East Kentucky Power and Kentucky Utilities recommended
additional spot or regular audits of the FAC. The existing
program of management audits was favorably discussed by the
generators., Mr. Talbot also supported management audits. The
Commission Staff renewed an active program of financial field
audits of the FAC in 1986. No change in the FAC regulation is
necessary regarding audits.

SUMMARY OF FINDINGS

The Commission, having considered the evidence of record and
being advised, finds that:

(1) The Commission's objectives in establishing the standard
FAC in 1978 have been met.

(2) The Commission's objectives and standards for the
standard FAC are as stated in the Commission's September 3, 1986
Order and in this Order.

(3) A FAC is an appropriate part of the regulatory framework
under current conditions.

(4) The FAC regulation should be revised to incorporate a
partial passthrough incentive and to allow for billing of FAC
over- and under-recoveries.

(5) All other proposed modificati&ns of the FAC regulation

should be denied.
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(6) The draft regulation 1in Appendix A 1incorporates the
approved revisions to the FAC regulation.

(7) Any interested party may submit written comments
regarding the findings in this Order and the draft regulation on
or before October 21, 1988.

ORDER

IT IS THEREFORE ORDERED that:

(1) Each utility that filed comments be and it hereby is
deemed to be a party to this proceeding.

(2) The draft regulation in Appendix A be and it hereby is
submitted for comments.

Done at Frankfort, Kentucky, this  2lst day of September, 1988.

By the Commission

ATTEST:

Srest . Sonp

Executive Dlrector




APPENDIX A

807 KAR 5:056. Fuel adjustment clause.

RELATES TO: KRS Chapter 278

PURSUANT TO: KRS 278.030(1)

NECESSITY AND FUNCTION: KRS 278.030(1) provides that all
rates received by an electric utility subject to the jurisdiction
of the Public Service Commission shall be fair, Jjust and
reasonable. This regulation prescribes the requirements with
respect to the implementation of automatic fuel adjustment clauses
by which electric utilities may immediately recover changes in
fuel costs subject to later scrutiny by the Public Service
Commission.

Section 1. Fuel Adjustment Clause. Fuel adjustment clauses
which are not in conformity with the principles set out below are
not in the public interest and may result in suspension of those
parts of such rate schedules:

(1) The fuel clause shall provide for periodic adjustment
per KWH of sales equal to the difference between the fuel costs
per KWH sale in the base period and in the current period
according to the following formula:

Adjustment Factor = A(m)

S(m)
where A(m) = .9 (F(m) -~ %g%%%%—s(m)) + U(m): U is the under (over)
recovery of allowed fuel expense carried forward from the most
recently billed fuel charge; F is the expense of fossil fuel in

the base (b) and current (m) periods; and S is sales in the base
(b) and current (m) periods, all as defined below. For electric
utilities with no generating capacity that purchase all energy
needs under a full requirements contract at regulated wholesale
rates, A(m) shall equal the fuel adjustment charge or credit in
the most recent wholesale power bill plus U(m).

(2) F(b)/sS(b) shall be so determined that on the effective
date of the Commission's approval of the utility's application of
the formula, the projected resultant adjustment will be equal to
zero (0). For electric utilities with no generating capacity that
purchase all energy needs under a full requirements contract at
regulated wholesale rates, the fuel cost included in retail base
rates shall reflect the fuel cost in wholesale base rates.

(3) Fuel costs (F) shall be the most recent actual monthly
cost of:

(a) Fossil fuel consumed in the utility's own plants,
and the utility's share of fossil and nuclear fuel consumed in
jointly owned or leased plants, plus the cost of fuel which would
have been used in plants suffering forced generation or
transmission outages, but less the cost of fuel related to
substitute generation; plus



{b) The actual 1identifiable fossil and nuclear fuel
costs associated with energy purchased for reasons other than
identified in paragraph (c) below, but excluding the cost of fuel
related to purchases to substitute for the forced outages; plus

(c) The net energy cost of energy purchases, exclusive
of capacity or demand charges (irrespective of the designation
assigned to such transaction) when such energy is purchased on an
economic dispatch basis. Included therein may be such costs as
the charges for economy energy purchases and the charges as a
result of schedule outage, all such kinds of energy being
purchased by the buyer to substitute for its own higher cost
energy; and less

(d) The cost of fossil fuel recovered through
inter~-system sales 1including the fuel costs related to economy
energy sales and other energy sold on an economic dispatch basis.

(e) All fuel costs shall be based on weighted average
inventory costing.

{4) Forced outages are all nonscheduled losses of generation
or transmission which reguire substitute power for a continuous
period in excess of six (6) hours. Where forced outages are not
as a result of faulty equipment, faulty manufacture, faulty
design, faulty installations, faulty operation, or faulty
maintenance, but are Acts of God, riot, insurrection or acts of
the public enemy, then the utility may, upon proper showing, with
the approval of the Commission, 1include the fuel <cost of
substitute energy in the adjustment. Until such approval is
obtained, in making the calculations of fuel cost (F) in
subsection (3)(a) and (b) above the forced outage costs to be
subtracted shall be no less than the fuel cost related to the lost
generation.

(5) Sales (s) shall be all KWH's sold, excluding
inter-system sales. Where, for any reason, billed system sales
cannot be coordinated with fuel costs for the billing period,
sales may be equated to the sum of (i) generation, (ii) purchases,
(iii) interchange-in, 1less (iv) energy associated with pumped
storage operations, less (v) inter-system sales referred to in
subsection (3)(d) above, less (vi) total system losses. Utility
used energy shall not be excluded in the determination of sales
(s).

(6) The cost of fossil fuel shall include no items other
than the invoice price of fuel less any cash or other discounts.
The invoice price of fuel includes the cost of the fuel itself and
necessary charges for transportation of the fuel from the point of
acquisition to the unloading point, as listed in Account 151 of
FERC Uniform System of Accounts for Public Utilities and Licenses.

(7) At the time the fuel clause 1is 1initially filed, the
utility shall submit copies of each fossil fuel purchase contract
not otherwise on file with the Commission and all other
agreements, options or similar such documents, and all amendments
and modifications thereof related to the procurement of fuel
supply and purchased power. Incorporation by reference is
permissible. Any changes 1in the documents, including price
escalations, or any new agreements entered into after the initial
submission, shall be submitted at the time they are entered into.



Where fuel is purchased from utility-owned or controlled sources,
or the contract contains a price escalation clause, those facts
shall be noted and the utility shall explain and justify them in
writing. Fuel charges which are unreasonable shall be disallowed
and may result in the suspension of the fuel adjustment clause.
The Commission on its own motion may investigate any aspect of
fuel purchasing activities covered by this regulation.

(8) Any tariff filing which contains a fuel clause shall
conform that clause with this regulation within three (3) months
of the effective date of this regulation. The tariff filing shall
contain a description of the fuel clause with detailed cost
support.

(9) The monthly fuel adjustment shall be filed with the
Commission ten (10) days before it is scheduled to go into effect,
along with all the necessary supporting data to justify the amount
of the adjustment which shall include data and information as may
be required by the Commission.

(10) Copies of all documents required to be filed with the
Commission under this regulation shall be open and made available
for public inspection at the office of the Public Service
Commission pursuant to the provisions of KRS 61.870 to 61.884.

(11) At six (6) month intervals, the Commission will conduct
public hearings on a wutility's past fuel adjustments. The
Commission will order a utility to charge off and amortize, by
means of a temporary decrease of rates, any adjustments it finds
unjustified due to improper calculation or application of the
charge or improper fuel procurement practices. The Commission
will review the operation of the partial passthrough provision and
provide for charging off by means of a temporary decrease or
increase in rates, any difference over the review period between
allowed fuel clause revenues and fuel expenses that exceeds 3
percent of total fuel expenses.

(12) Every two (2) years following the initial effective date
of each utility's fuel clause the Commission in a public hearing
will review and evaluate past operations of the clause, disallow
improper expenses and to the extent appropriate re-establish the
fuel clause charge in accordance with subsection (2) of this
section. (* Ky.R. 822; eff. 4-7-82.)
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COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

AN INVESTIGATION OF THE
FUEL ADJUSTMENT CLAUSE
REGULATION 807 KAR 5:056

ADMINISTRATIVE
CASE NO. 309

O R D E R

On September 3, 1986, the Commission instituted an investi-
gation of the fuel adjustment clause ("FAC") regulation (807 KAR
5:056). The scope of the investigation was to determine whether,
due to changed circumstances, the FAC should be modified or
eliminated and, if changes were needed, to develop a proposed
regulation. Comments were solicited from the parties and a public
hearing was held January 13, 1987.

Based on the filed comments and the hearing record, the
Commission issued an Order on September 21, 1988 setting forth the
following findings: ’

1. The Commission's objectives in establishing the standard
FAC in 1978 had been met.

2. The Commission's objectives and standards for the FAC
were as stated in the Commission's September 3, 1986 Order and are
béing met by the present FAC.

3. A FAC is an appropriate part of the regulatory framework

under current conditions.



4. The FAC regulation should be revised to incorporate a
partial passthrough and to allow for billing of FAC over- and
under-recoveries.

5. Rll other proposed modifications of the FAC regulation
should be denied.

6. A draft regulation, attached to the September 21, 1988
Order as an appendix, incorporates the proposed revisions to the
FAC regulation.

7. The parties should be invited to submit comments on the
draft regulation.

Comments were filed by Big Rivers Electric Corporation ("Big
Rivers"), the Attorney General of the Commonwealth of Kentucky
("AG"), East Kentucky Power Cooperative, Inc. ("EKPC"), Kentucky
Power Company ("Kentucky Power"), Kentucky Utilities Company
("KU"), and Louisville Gas and Electric Company ("LG&E").

Each took the opportunity to reiterate its previously stated
positions. In general, none of the commentators disputed the
Commission's findings that: its objectives in establishing the FAC
in 1978 have been met; its objectives and standards are as stated
in its September 3, 1986 and September 21, 1988 Orders; a FAC is
appropriate under current conditions; and all other proposed
modifications of the FAC regulation should be denied. The
comments took issue with: 1.) the Commission's findings that the
FAC regulation should be revised to incorporate a partial
passthrough incentive and to allow for billing of FAC over- and
under-recoveries; and 2.) the draft regulation incorporating
revisions to the FAC regulation.
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The intent of a partial passthrough is to establish
additional financial incentives to supplement those included in
the current FAC regulation. 1In drafting the proposed regulation,
the Commission decided that the percentage of passthrough should
be set at 90 percent of deviations from fuel cost to balance the
benefits of additional financial incentive against the greater
administrative costs and uncertainties.! To further protect
utilities and ratepayers from large gains or losses resulting from
extreme fluctuations in fuel costs, the Commission provided a cap
of 3 percent of total fuel costs on fuel cost deviations absorbed
or retained during each 6-month review period.2

FAC Requlation

All comments, except those of the AG, supported the FAC
regulation currently in effect. LG&E recognized the Commission's
attempt to "strike a balance between its objective of encouraging
utilities to keep their fuel cost as low as practicable and the
need for providing utilities with an orderly rate-making mechanism
for reflecting increases or decreases in fuel costs, which cannot
always be directly controlled or influenced by utilities"3 but
opined that the current FAC has always worked well. Big Rivers
reaffirmed its position that the FAC, in its present form with 100

percent passthrough, has served consumers and utilities well and

1 Administrative Case No. 309, Order dated September 21, 1988,
page 21.

2 14.

3 LG&E Comments filed October 24, 1988, page 2.
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should be retained.? KU and EKPC stated that the current FAC
should remain unchanged as it has met the Commission's established
criteria, is precise and understandable, provides for proper
review and monitoring, and is equitable to both customers and
utilities.> KU also criticized the proposed regulation as being
deficient because it failed to satisfy the criteria of being fair
in billing costs to cost-causers, administratively workable and
efficient, and providing for fair regulation of both distribution
and generation utilities.

The AG did not propose to modify the Commission's draft
regulation. Rather, the AG supported the Commission's efforts and
characterized them as a "significant first step in providing true
incentives that encourage electric utilities to control fuel
costs."® To provide even greater incentives, the AG asked for
reconsideration of its initial recommendation that FAC
passthroughs be 1limited from 50 percent to 75 percent deviations
from base rates.’

Incentives and Risk

Substantial incentives for efficient management of fuel costs

already exist according to Big Rivers.® “"Current fuel clause

4 Big Rivers Comments filed October 17, 1988, page 1.

5 KU Comments filed October 21, 1988, page 4; and EKPC Comments
filed October 21, 1988, page 1.

6 AG Comments filed October 21, 1988, page 1.
Id., page 2.

8 Big Rivers Comments filed October 17, 1988, page 1.
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operation has not proved that such incentives have been lacking,"
stated KuU.? EKPC pointed out that "high standards of fuel
procurement and generating station efficiency have been a priority
of EKPC management philosophy, aside from any considerations or
advantages to be gained in the Fac."10 EKPC and Big Rivers
contend that absorbing 10 percent of allowable fuel cost would not
serve as an incentive to reduce costs but would merely reduce
revenue and margins, thus requiring more rate increases than under
present regulations.ll LGS&E acknowledged that the proposed
incentive could actually encourage a utility to secure fuel of
lower quality and cost resulting 1in higher operation and
maintenance expenses.12

KU does not believe the partial passthrough to be an
incentive to the utility but rather a risk for its customers and
investors.13 When fuel costs are declining, the customers are
penalized by not receiving the full passthrough of the cost
savings. When fuel costs are rising, the investors are penalized
by the utility's inability to fully recover a cost which the

Commission has acknowledged to be not completely under the

utility's control.

9 KU Comments filed October 21, 1988, page 4.
10 pkpc Comments filed October 21, 1988, page 1.

11 pxpc Comments filed October 21, 1988, page 1; and Big Rivers
Comments filed October 17, 1988, page 2.

12 1Gs4E Comments filed October 24, 1988, page 3.

13 KU Comments filed October 21, 1988, page 1.
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LG&¢E acknowledged that the partial passthrough created an
incentive to the company but does not believe the benefits equal
the risks as compared to the current FAC regulation.14 LG&E
believes the proposed regulation would work to inhibit its ability
to recover its fuel costs and to earn a fair and reasonable rate
of return.l® LGsE fears its investors' perception of this greater
risk could result in an increase in its cost of capital.16

Establishment of Base Fuel Cost

The proposed regulation places undue significance on the
selection of the fuel -clause base according to ku.17 Kentucky
Power found that establishing the base rate would be critical as
this 1is where the 90 percent is determined and if a base rate is
not carefully established by the Commission, a "regulatory"
difference between base and actual fuel cost could arise which
would be harmful to either the company or its customers.18
Kentucky Power expressed concern that absent full recovery, a
strong incentive would exist to achieve price stability by
entering firm coal contracts of at least one year rather than

taking full advantage of the spot market to minimize overall

COSt.lg

14 1GsE Comments filed October 24, 1988, page 3.

15 Id., page 5.

16 1G&E Comments filed October 24, 1988, page 5.

17 KU Comments filed October 21, 1988, page 2.

18 Kentucky Power Comments filed October 21, 1988, page 2.

19 Id., page 4.
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In requesting clarification as to how the base fuel cost
would be established, LG&E predicted that fuel clause hearings
could become very argumentative with expert testimony if the
methodology is not explicitly stated in the regulation.z0 LG&E,
KU, and Kentucky Power shared the opinion that the current
biennial review of the base fuel cost would be too infrequent
under the proposed passthrc»ugh.zl As KU stated, "selection of the
base upon biennial review is a Jjudgment call attempting to
replicate a typical month that has no direct correlation with the
procurement of coal and/or power plant operations."22

Three Percent Cap

The validity, effectiveness, and equity of the proposed 3
percent cap were all questioned by utilities. Kentucky Power
applied the proposed partial passthrough to its FAC data for a
l10-year period and found it would never have triggered the cap.23
Citing this example, Kentucky Power claimed that the cap would
provide 1little protection to the utilities or ratepayers. 1In

fact, Kentucky Power maintained that it would have had to realize

20 1GeE Comments filed October 24, 1988, page 5.

21 1GsE Comments filed October 24, 1988, page 5; KU Comments
filed October 21, 1988, page 2; and Kentucky Power Comments
filed October 21, 1988, page 2.

22 Ry comments filed October 21, 1988, page 2.

23 Kentucky Power Comments filed October 21, 1988, page 5.
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a 30 percent change in fuel cost to trigger the protection of the
3 percent cap.24 EKPC found the theory of providing protection
against extreme fluctuations to be good but found a basic inequity
in the methodology.25 This inequity, which adversely impacts the
utility, arises because it requires a longer time and more
pronounced cost fluctuation to trigger increases while rate
decreases would be required more frequently.z6 LG&E also found a
disparity between the wutility's risks of under-recovery and
opportunities for over—recovery.27 LG&E's costs would have to
rise 42.86 percent before the 3 percent threshold would be
exceeded and LG&E entitled to increase its rates. However, a
23.07 percent decrease in costs would exceed the 3 percent
threshold and result in a rate decrease.

Over/Under Recovery Provision

According to KU, there is nothing intuitively wrong with
requiring generating utilities to initiate monthly over- and
under-recovery of fuel costs as 1is currently required for
distribution utilities.?8 However, KU argued that implementation

would be complicated and based on KU's historical operation, would

24 14,
25  EKPC Comments filed October 21, 1988, page 2.
26 14,
27 LGsE Comments filed October 24, 1988, page 5.

28 gU Comments filed October 21, 1988, page 2.
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have no material significance.29 LG&E was also concerned with
implementation and requested the Commission to explain the
provision in detail.30 Big Rivers and EKPC both supported the
provision.31 Like KU, EKPC stated that its operating statistics
over the 1long term show that over- and under-recoveries balance
out .32
SUMMARY

The Commission, having considered the evidence of record and
being otherwise sufficiently advised, finds that it must
reconsider the decision set forth in its Order dated September 21,
1988. The Commission has reviewed the record extensively and has
measured the current FAC against the six objectives set forth in
the Order of September 21, 1988. After due consideration, the
Commission finds that the current FAC meets these objectives and
requires no modification at this time. While this represents a
change from the decision of September 21, 1988, the Commission
finds that such change and the resulting continuation of the
current FAC is preferable to implementing a partial passthrough.

A partial passthrough FAC was originally favored by the

Commission because it would establish additional financial

29 14.
30 1Gs&E Comments filed October 24, 1988, page 13.

31 Big Rivers Comments filed October 17, 1988, page 2; and EKPC
Comments filed October 21, 1988, page 2.

32 EkPC Comments filed October 21, 1988, page 2.
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incentives to supplement those in the current FAC. However, the
additional incentives are likely to produce unwanted and
undesirable results, including higher administrative costs and
inefficiencies such as more frequent rate cases, extensive reviews
of base fuel rates at least annually, and the likelihood of
expenses for consultants to review the base fuel rates in FAC
cases. A partial passthrough could also provide incentives for
utilities to stabilize costs through long-term contracts at the
expense of lower cost spot-market purchases and to set base rates
as high as possible to minimize the chances of fuel cost
under-recovery. Since the base rate would be so critical in a
partial passthrough  FAC, the attention focused on its
establishment could result in the wutilities, as well as the
Commission and intervenors, 1losing sight of the real issues of
fuel procurement and fuel cost management.

The Commission further £finds that the current FAC includes
effective incentives for the efficient management of fuel costs.
These incentives are provided primarily through the Commission's
review and oversight which will continue and be strengthened
within the present FAC framework. In addition, the current FAC is
administratively workable and efficient for both the utilities and
the Commission. The current FAC provides information necessary to
adequately monitor fuel costs and such monitoring can lead to

in-depth investigation of fuel costs and fuel-related issues, as
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evidenced by Case No. 9631.33 Furthermore, the potential results
of a partial passthrough--more frequent general rate cases and FAC
cases which take on the complexity and length of general rate
cases--would not result in a more workable or more efficient FAC.
Hence, the FAC regulation should not be revised to include a
partial passthrough.

The Commission reaffirms its previous finding that a pro-
vision for billing over- and under-recoveries should be incor-
porated into the calculation of the monthly FAC factor for the
electric generating utilities. A provision for billing over- and
under-recoveries has been in effect for the electric distribution
utilities since May 1981. The implementation of a similar
provision for electric generating utilities does not necessitate a
revision of the FAC regulation. Attached as Appendix A is a
revised format for the monthly FAC report which includes over- and
under-recoveries. Ali;parties are invited to submit comments on
the new format within ;%'days of the date of this Order.

IT IS THEREFORE ORDERED that:

1. The Commission's Order of September 21, 1988 be and it
hereby 1is modified to eliminate the draft revisions to the FAC
incorporating a partial passthrough incentive and a provision for

billing FAC over- and under-recoveries.

33 case No. 9631, An Investigation Into the Fuel Procurement

Practices of Kentucky Utilities Company.
_ll..



2. Parties shall file comments on the FAC report format as
revised to allow for billing of FAC over- or under-recoveries,
attached hereto and incorporated herein as Appendix A, within 25
days of the date of this Order.

Done at Frankfort, Kentucky, this 18th day of December, 1989.

By the Commission

ATTEST:

Executive Director ,



Page 1 of 4

APPENDIX A

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE COMMISSION
IN ADMINISTRATIVE CASE NO. 309 DATED

Company:

FUEL ADJUSTMENT CLAUSE SCHEDULE

Month Ended:

Fuel Fm (Fuel Cost Schedule)
Sales Sm (Sales Schedule)

Fuel (Fb
Sales (S%) (=)
(()

= (S/KWH)

= =(+)

Effective Date for Billing:

Submitted By:

(Signature)

Title:

Date Submitted:
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Company:

FUEL COST SCHEDULE

Month Ended:

A. Company Generation
Coal Burned
0il Burned
Gas Burned
Fuel (jointly owned plant)
Fuel (assigned cost during F.O.)
Fuel (substitute for F.0.)

L e Wt e e I )
P+ 4+ 4+ + 4+
Nt N Nt s s

Sub Total

B. Purchases
Net Energy Cost-Economy Purchases (+)
Identifiable Fuel Cost - Other Purchases (+)
Identifiable Fuel Cost (substitute for F.O.) (-)

Sub Total

C. Inter-System Sales
Fuel Costs

D. Over or (Under) Recovery from Page 4

Total Fuel Cost (A + B - C - D)




Company:
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SALES SCHEDULE

Month Ended:

A. Generation (Net)
Purchases Including Interchange In

Sub~Total

B. Pumped Storage Energy
Inter-System Sales Including Interchange Out

Systems Losses

Sub~-Total

Total Sales (A - B)

(+)
(+)

(+)
(+)
(+)
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Company:

(OVER) OR UNDER RECOVERY SCHEDULE

1. Last FAC Rate Billed

2. KWH Billed at Above Rate

3. FAC Revenue/(Refund) (L1 x L2)

4. KWH Used to Determine Last FAC Rate

S. FAC Revenue/(Refund) to be Derived (L1l x L4)

6. Over or (Under) Recovery (L3 - LS)




